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THE NATIONAL ORGANIZATION OF CERTIFIED PUBLIC ACCOUNTANTS

13 EAST 41ST STREET, NEW YORK 17, N. Y.

February 3, 1944.

To the Members and Associates of the
American Institute of Accountants
Gentlemen:

For your information there is enclosed a copy of a letter from the com
mittee on accounting procedure of the American Institute of Accountants,

to the chairman of the committee on depreciation of the National Asso

ciation of Railroad and Utilities Commissioners, in response to an invita

tion for comments and suggestions on the 1943 report of the NARUC
committee. The Institute’s letter was presented at a meeting of the
NARUC committee in New York, February 2nd, at which the report was
considered.
Since the nature of depreciation has been dealt with in reports of the

Institute’s committee on terminology, published as Accounting Research
Bulletins Nos. 16 and 20, and specific reference to the NARUC report is
made in the latter bulletin, you may wish to file the enclosed letter in

your binder of accounting research bulletins.
Yours truly,
John L. Carey,

Secretary.
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January 28, 1944
Mr. Nelson Lee Smith, Chairman,
Committee on Depreciation,
National Association of Railroad
Utilities Commissioners
Washington, D. C.

and

Dear Sir:

In response to your invitation, the committee on accounting procedure
of the Institute submits herein suggestions to be considered in any
revision of the recent report of your committee on depreciation.
In its report, your committee expressed the hope that “the accounting
profession will take a more aggressive attitude toward the depreciation
problem and be more insistent upon a full disclosure of the existing
status of depreciation reserves of utilities, including the effect on financial
condition of any deficiency or excess in the reserves.” The Institute recog
nizes the great importance of “depreciation” in the public utility field
and the legitimate desire of investors to secure expressions of opinion
from accountants regarding provisions made therefor. In the offer to
cooperate with your committee previously made and in the comments
now offered, its desire is to face the depreciation problem squarely, and
to reach a point at which both criteria of adequacy and the effects of
deficiencies of reserves can be clearly established.
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As indicated in the letter addressed to you by the chairman of this
committee on August 9, 1943, we are particularly concerned over the
proposals made in the report in relation to the retroactive application of
straight-line depreciation. Before dealing with this subject, however, it
seems desirable to discuss the more strictly technical aspects of your
report.
Definitions and Postulates

We suggest that in any revision of the report it would be helpful to
reconsider the definition of depreciation and to indicate more clearly in
what cases the word is used in a sense conforming to the definition and
in what senses it is used in other cases. It would also conduce to a clearer
understanding and more helpful discussion of the subject if the postu
lates accepted in the report were clearly stated.
The Definition of Depreciation

It would have been helpful to distinguish between three different
senses in which the term “depreciation” has been used in the past and is
used in passages cited in the report; viz: (a) to describe a decline in value
from any cause whatever; (b) to describe a decline in value attributable
to partial exhaustion of useful life; and (c) to describe a systematic
amortization of cost (or other basic value) over useful life without regard
to value during that life. A constant regard for these distinctions is essen
tial to an understanding of dicta on the subject contained in court
decisions or other statements.
Our point may be illustrated by a reference to the heading in the
Chapter Outline: “Properly Computed Depreciation Reserve Best Evi
dence of Actual Existing Depreciation,” which is meaningless unless
the word “depreciation” is used in it in two different senses. In that case
its validity depends on the second sense in which the word is employed.
The definition of depreciation contained in the report seems to us to
require modification. The most important uses of the word are in
regard to depreciation for a year or other period less than the entire
service life. We believe that as so applied the definition contained in the
report is unsuitable and inaccurate. Appended hereto is a copy of
Accounting Research Bulletin No. 20 of the Institute which contains
definitions of “depreciation accounting” and “depreciation” which seem
to avoid this particular defect.
The defect of your committee’s definition of “depreciation cost” as
universally applicable to describe annual depreciation however com
puted may be demonstrated by considering that term in relation to facts
noted in your report. It is there indicated that if interest is taken at
6 per cent, the sinking fund depreciation on a unit with a life of 50 years
is in its first year of use roughly one-sixth of the straight-line depreciation.
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Under your definition, therefore, the “depreciation cost’’ for that year
might be either a given sum or six times that sum. In the case in which
the estimated life is 150 years, which is also discussed in your report, the
relation between the alternative figures of depreciation cost would be as
1 to 741. Obviously a “cost” cannot vary to any such extent: the defini
tion fails to meet this simple test.
We believe that your report should make clear, either in the definition
or elsewhere, two points which are emphasized in the definition con
tained in Research Bulletin No. 20 and the note attached thereto. The
first is that depreciation is a process of conventional allocation, not of
valuation. It follows that cost less depreciation cannot properly be
described as a value figure.
The second point that should be made clear is that expressed in the
sentence: “Although the allocation may properly take into account occur
rences during the year, it is not intended to be a measurement of the
effect of all such occurrences.” We are the more impressed with the need
of emphasizing this simple truth because correspondence which the Insti
tute has received from members of your committee indicates that it is not
fully accepted by all of them. The passage cited from the definition has
been questioned in censorious terms by one and in more moderate terms
by another member of your committee. It, however, seems to us to be
axiomatic1. At most, occurrences within the year affect the depreciation
charge only if they differ from previous expectations, and then, only a
part of the effect of the difference may be reflected in the charge for a
single year. We do not think it necessary to argue the point at length.
We content ourselves with drawing your attention to the discussion of
the subject by Mr. Justice Brandeis, quoted at page 181 of your report
and to the earlier part of the same discussion. In these passages, the
learned Justice goes beyond the language used by our committee in its
definition. For after saying that the depreciation charge is “a bookkeep
ing device,” that many methods of calculating it are used, and that “the
charges to operating expenses in the several years and in the aggregate
vary according to the method adopted,” he goes on to say: “But under
none of these methods of fixing the depreciation charge is an attempt
made to determine the percentage of actual consumption of plant falling
within a particular year or within any period of years less than the service
life.” The point is made even clearer in the earlier part of his discussion
of the subject which is not reproduced in your report and which we
therefore quote as follows:

..........

“Where a plant intended, like a street railway, for continuing
operation is maintained at a constant level of efficiency, it is

1 Certainly if it is not accepted the suggestion of any analogy between depre
ciation accounting and life insurance practice must be abandoned.
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rarely possible to determine definitely whether or not its service
life has in fact lessened within a particular year. . . . And even
where it is known that there has been some lessening of service
life within the year, it is never possible to determine with
accuracy what percentage of the unit’s service life has, in fact,
been so consumed. Nor is it essential to the aim of the charge
that this fact should be known. The main purpose of the charge
is that irrespective of the rate of depreciation there shall be
produced, through annual contributions, by the end of the service
life of the depreciable plant, an amount equal to the total net
expense of its retirement. To that end it is necessary only that
some reasonable plan of distribution be adopted. Since it is
impossible to ascertain what percentage of the service life is
consumed in any year, it is either assumed that depreciation
proceeds at some average rate (thus accepting the approximation
to fact customarily obtained through the process of averaging) or
the annual charge is fixed without any regard to the rate of
depreciation.”

We suggest that the report as revised should make clear the point which
is here emphasized. We believe, also, it would be desirable to emphasize
the learned Justice’s point that the charge is “a bookkeeping device,” or
in other words is “conventional,” as, indeed, financial accounting itself
necessarily is in large part.
Postulates Adopted by Your Committee

Reading your report it becomes clear that your committee has explicitly
or implicitly adopted three postulates which may, we think, fairly be
stated as follows:
1.

2.

3.

That property renders equal service over equal periods during the
service life.
That the cost of property should be amortized over its estimated
service life without regard to the possibility of the enterprise
becoming economically obsolete before the unit does so or is
worn out.
That the problem of depreciation is substantially similar whether
the life of the unit is estimated to be two years or 150 years.

We do not undertake to state the postulates which underlie the dis
cussion of mathematical formulae.
Since machinery is often spoken of as congealed labor it may not be
inappropriate to consider the first postulate in the light of an analogy
drawn from the employment of labor. The postulate applied to an
employee who is fully qualified at the time of his first employment would
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be equivalent to assuming that he rendered equal service in each year of
his employment, even though he was serving in some years full time as
a trainman or in others, part time as a trainman, and in still others part
time as a crossing tender. This analogy at once suggests the inadequacy
of a postulate such as your committee has adopted. Any realistic treat
ment of depreciation must take account of the extent of the usefulness of
the service as well as of the duration of its life.
Postulate No. 2 is generally adopted in discussions of depreciation.
Our only comments are, first, that its acceptance should be clearly recog
nized; secondly, that there is a question whether the second and third
postulates are reconcilable; and thirdly, that the opening sentences of the
conclusion on page 86 of your report are erroneous in that they overlook
the implicit acceptance of the second postulate in depreciation account
ing. These sentences read as follows: “The general explanation of methods
at the beginning of this chapter demonstrates that many methods will
provide reserves which are adequate for all retirements and which will
be wiped out by the last retirement. On the basis of this criterion they
may be said to be mathematically correct.” This is true only if the life
of the enterprise is assumed to be longer than the life of every unit to
which the depreciation process is being applied.
Mathematical Section of the Report

As we have intimated, we shall not undertake to state the postulates
which underlie the mathematical computations included in the report.
We believe this entire section of the report should be eliminated. In
our opinion, one of the positive merits of straight-line depreciation is
that it avoids the error of creating an illusion of scientific exactitude
where nothing even approaching exactitude is attainable. In his dis
senting opinion in the Hope Natural Gas Company case, Mr. Justice
Jackson spoke of the dangers growing out of the use in accounting of
“symbols of certainty to express values that actually are in constant flux.”
He added, “However, our quest for certitude is so ardent that we pay
an irrational reverence to a technique which uses symbols of certainty,
even though experience again and again warns us that they are delusive.”
This Institute has for many years been engaged in a campaign in which
it has sought to stress equally strongly the indispensability of accounts
and the inescapable limitations on their significance.2 Straight-line depre
ciation is a crude process of allocation based on working hypotheses
that must be constantly reviewed, and on incomplete, and in some
respects irrelevant, statistics which must be constantly supplemented. To
apply to such raw material highly refined mathematical processes would
2 See, for instance, letter to the New York Stock Exchange of September 22,
1932, and Accounting Research Bulletin No. 1.
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be to create an even more delusive suggestion of certitude than that to
which Mr. Justice Jackson referred.

Analogy from Life Insurance
In your report extended references are made to the application of life
insurance methods to depreciation accounting. We believe that the
analogy is misleading and we believe also that if this were not so the
conclusions reached by your committee would still be unacceptable. The
length of life of a unit is largely a matter of managerial policy and the
experience of those who followed one managerial policy is not indicative
of the probable life of property that is to be employed by a group whose
conceptions of policy are radically different. Moreover, the experience
of a variety of managements employing different policies cannot be
applied satisfactorily to a single enterprise, any more than the principles
of life insurance can be applied unmodified to an individual case. We
would draw your particular attention to the discussion of the question by
Mr. Justice Brandeis who had studied insurance problems before he had
occasion to consider problems of rate regulation. As quoted at page 179
of your report he said:

“To determine what the amount of the annual life insurance
premium should be is a much simpler task than to determine
the proper depreciation charge. For life insurance is a coopera
tive undertaking. The premium to be fixed is not that required
by the probable duration of the life of a single insured individual,
but that required by the average expectancy of life of men or
women of the given age. Moreover, for human lives, mortality
tables have been constructed which embody the result of large
experience and long study. By their use the required premium
may be fixed with an approximation to accuracy. But, despite
the relative simplicity of the problem, it was found that the
variables leave so wide a margin for error that the premium
fixed in accordance with mortality tables works serious injustice
either to the insurer or to the insured. Although the purpose
was to charge only the appropriate premium, the transaction
resulted sometimes in bankruptcy of the insurer; sometimes in
his securing profits which seemed extortionate; and, rarely in his
receiving only the intended fair compensation for the service
rendered. Because every attempt to approximate more nearly
the amount of required premium proved futile, justice was sought
by another route. Ultimately, strictly mutual insurance was
adopted. Under it the premium charge is made clearly ample;
and the part thereof which proves not to have been needed enures
in some form to the benefit of him who paid it. . .
In industrial practice, the object in fixing straight-line depreciation
charges is similar; namely, to set aside an amount that will be adequate
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or somewhat more than adequate, with the expectation that if any excess
developed, the charges to income in later years would be modified.
Perspective of the Report

We suggest that the report would be made much more authoritative
and valuable if its perspective were widened. The report deals with
depreciation of public utility property in the United States as if it
were a subject complete in itself. The relation of the subject to account
ing or to regulation in general is not studied, nor even its relation to
public utility accounting as a whole. It would be useful to consider
the history of property accounting outside the public utility industry
and its history within that industry outside the United States. Since
the history of the subject outside the public utility field is long and
informative we believe the committee would gain by securing the
cooperation of accountants who have a theoretical and practical famil
iarity with it. The American Institute of Accountants expressed many
months ago its willingness to extend such cooperation.

Nature of Accounting3

The illustration taken from your report in our discussion of your
definition emphasizes the fact that depreciation accounting, like some
other phases of accounting, is conventional. We suggest that this fact
should be more clearly recognized in your report.
The question may be asked, admitting that it is not reasonable to
say that a specific cost or loss that takes place in a year can be correctly
stated at either $1.00 or $6.00, or at $1.00 or $741 as the case may be,
is a choice of conventions acceptable which makes such a definition of
the charge against operations possible? The answer is to be found in
recognition of the purposive character of accounting which as already
stated, the Institute has stressed and to which Mr. Justice Jackson
recently drew attention.
Depreciation accounting may be required (1) in determining the
amount of disposable income; (2) in the measurement of earning capac
ity; (3) in the determination of income that may fairly be taxed; (4)
for the regulation of rates; (5) for the valuation of property, and perhaps
for other purposes. For the first of these purposes a high degree of
conservatism is justifiable and even desirable, since only prudence and
no conflict of interest is involved. For tax purposes, also, conservatism
8 The substance of this section, the section immediately following, and some
other parts of this letter is taken from the book, Financial Accounting, by George
O. May, a member of this committee.
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is called for, since the government shares in profits but not in losses and
its participation is continuing. For valuation as between buyer and
seller, conservatism has no proper place; in this instance, the relation
between the value of new property and property whose life is partly
exhausted is the crucial consideration. The convention that is appropri
ate for one of these purposes may thus be quite inappropriate for another.
The governing consideration in the choice of a convention for use in
accounting that is to be employed in the regulation of rates, would seem
to be equity—first, as between the investors in the utility and consumers,
and secondly, as between the consumers at different times. Convenience,
practicability, and the appropriateness of the method for other uses,
may all be given some weight. The object should be to combine equity,
simplicity, and varied usefulness, but equity should be regarded as
paramount.
We cannot too strongly emphasize the difference in the relative im
portance of the various considerations which should determine the choice
of the method of allocation between years, as between the case in
which the question is at what time a person with a continuing interest
will treat a profit as arising and the case in which rights as between
parties will be affected by the choice made. This point is particularly
important when it is proposed to change the convention governing
allocation with retroactive effect.

Interest-using Depreciation Method

We suggest that the case for interest-using methods is inadequately
presented in the report. Practicing accountants have long favored
straight-line depreciation in industrial accounting, on the ground that
it was conservative and combined theoretical and practical merits for
ordinary accounting purposes in perhaps a higher degree than was
attainable by any other method. However, if we regarded justification
of that method as resting on the assumption adopted by your com
mittee, we should consider the case for methods which take interest
into account as being at least as strong as that for straight-line depre
ciation if not, indeed, stronger. We do not accept that premise, but
feel that since the committee does so it should present what seems to
us the logical conclusion therefrom.
The report assumes that straight-line depreciation is appropriate be
cause it results in an equal charge for equal service in each year of esti
mated life. But the charge against consumers is twofold (depreciation and
return on investment), and on the assumptions adopted by your com
mittee, the fair principle would seem to be that the combined charges
should be the same in each year. This would involve adoption of a
compound interest method.
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The report, in discussing the extreme case of property with a life
of 150 years, says:
“With a 6 per cent interest rate, the depreciation rate under
the compound-interest method for a single unit of plant with a
150-year life, would be .000009+ for the first year and .0566-}- in
the 150th year. On an investment of $1,000,000 this would mean
a depreciation charge of $9 in the first year and $56,600 in the
150th year.”
This appears to have been regarded as an argument in favor of the
straight-line method as against what is there called the “compound
interest method” but what we should prefer to call the “annuity method,”
since it regards property as representing an “annuity of service” either
terminating or perpetual. It seems to indicate, rather, the defects of a
straight-line depreciation method when applied to property that has a
long life. That the charge in the first year would be only $9.00 is, of
course, due to the fact that an annuity (of service or money) of $60,000
(6 per cent on $1,000,000) for 150 years is worth only $150 less than a
perpetuity if interest is taken to be 6 per cent.
It is not suggested in your report that straight-line depreciation should
be charged on property the life of which is perpetual, but the illustra
tive case cited differs so little from that case that if it were possible
to extend the life of the $1,000,000 unit from 150 years to perpetuity, it
would be uneconomical to do so at a cost of more than $150 (6 per cent
of which is $9.00). If the life were perpetual, the charge against the
service in the first year would be a charge for return on investment of
$60,000. On the assumption of a life of 150 years, the charge on the
annuity basis for return and exhaustion would be $60,009, which is
rational. On the straight-line basis it would be no less than $66,666.
The amount included for depreciation would be more than forty times
the sum that it would be worth while to spend to secure perpetual life
and eliminate depreciation altogether.
The charge on the annuity basis would not amount to as much as
$150 a year for nearly half a century. At the end of a half century, the
price which a purchaser could afford to pay for the unit on the assump
tion (1) of a 6 per cent return; (2) of equal usefulness over each of the
150 years; and (3) of a stable price level, would be only $3,000 less than
the original investment, but straight-line depreciation would have writ
ten the property down by $333,333.
Consideration of this case, chosen by the committee for illustrative
purposes, brings but clearly the point that the real hazard in such a
case is one for which depreciation accounting does not provide (Postu
late No. 2). The hazard is not that the unit itself will one day become
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unserviceable, but that the enterprise of which it is a part will be aban
doned or become unprofitable.

Tangible and Intangible Assets
Your report indirectly raises the question of the true significance of
the distinction between tangible and intangible assets. It recognizes the
applicability of interest-using methods to an asset like a leasehold.
Assuming the property in the illustrative case which has been discussed
to be a leasehold for 150 years, rather than physical property having
the same life, your committee would apparently be content to accept a
charge of $9.00 for the amortization during the first of the 150 years
of life compared to a charge of $6,666 on a straight-line basis. The report
does not seem to us to demonstrate that while such a procedure would
be appropriate, a similar treatment would be inappropriate in the case
of tangible property. It must be remembered that under present theories
of regulation the property owned by a utility is really a right to an
opportunity to earn a return—itself an intangible asset.
The Importance of Length of Life

We suggest that more consideration should be given to the difference
between the case in which the life of property is relatively short and
that in which it is prolonged. The importance of the different elements
of the problem is radically different in the two cases. Moreover, as has
been pointed out, the real hazard in the case of long-lived property is
different from that in the case of a unit of short life. The question
whether any accounting recognition should be given to the possibility
of the enterprise becoming economically obsolete is a large one which
does not appear to have been considered as yet by your committee.
Conclusions as to Technical Questions

We should be prepared to agree that notwithstanding the technical
arguments which we have advanced, there are strong reasons for adopt
ing straight-line depreciation provided that this action is taken when
the enterprise is initiated. There is much substance in the argument
advanced in your report that straight-line accounting would have been
practically advantageous both to the utilities and to the consumers if
adopted at the outset and would have reduced the amount of invest
ment exposed to the hazards of the industry. It may, of course, be
argued that this procedure would have increased costs at a time when
the ability to sustain them was low and would have retarded the devel
opment of both the utilities and the communities in which they oper
ated. With this objection in mind an allocation of depreciation on the
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basis of use, rather than time might have possessed substantial merits.
We shall return to this suggestion when we come to the consideration
of the retroactive aspects of your committee’s report.
We are unable to agree with the statements contained in paragraphs
29 to 31 of the summary of your report. The adoption of the views set
forth in paragraph 29 that “Current charges for depreciation expense
should be based upon the best possible estimates of the amount properly
applicable to the period covered by an income statement, without modi
fication for excessive or deficient charges in the past,” would make de
preciation accounting discontinuous and fatally defective. It is one of
the most generally accepted of practices in depreciation accounting that
estimates should be made since exact amounts are not ascertainable, and
that corrections of estimates should normally be reflected in revised
charges for later years. Indeed, the statement in paragraph 29 is incon
sistent with the last sentence of paragraph 30, which states that where
past estimates prove incorrect and the difference is not substantial it is
satisfactory to spread the remaining net cost of the properties over their
remaining lives.
We think the statement in paragraph 31 that “In principle any neces
sary correction of depreciation reserves should be made through surplus
or a special section of the income account” is the reverse of the proper
rule, which is that charges to surplus should be made only in excep
tional cases.

Retroactive Adjustment
The foregoing discussion paves the way for consideration of the retro
active aspects of depreciation which we regard as the most important
question involved in your report. This question arises out of the fact
that your Association has in recent years adopted a new classification
which differs from previous practice of public utilities as prescribed by
your Association in many respects, one of which is the accounting for
fixed capital assets.
We have already indicated a number of reasons why we are unable
to accept the views stated in paragraph 31 of the general summary of
your report. We have indicated that the argument for the use of interest
methods in public utility accounting is at least in relation to some classes
of property stronger than your report suggests, and that in theory allo
cations based on use are superior to allocations based on time.
The objection to the “use” methods is the difficulty of estimating the
extent of future use. This objection loses much of its force where the
object is to make an allocation between the past and the future in the
case of an enterprise that has reached maturity.
Careful exploration of these lines of thought might lead to reductions
in the amount of depreciation assignable to the past and thus to the
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mitigation of the difficulties of transition without any sacrifice of
accounting principles.
A further step toward greater theoretical accuracy and mitigation of
unwarranted hardships would be to consider the problem in relation
to the new classifications as a whole. The new classification calls for
the capitalization of overhead and other expenses which in the past
were charged by many utilities to operating expenses. There is no
principle of accounting or of justice which would call for or permit
the retroactive adjustment of the treatment of depreciation without
permitting the retroactive adjustment of other parts of capital asset
accounting to conform to the new classification.4 A system of account
ing must be conceived and should be revised as a coordinated whole.
We have stated that straight-line depreciation is in our opinion on
the whole the most desirable of the methods of accounting for consump
tion of capital assets to be employed in the case of a new enterprise.
However, at the present stage of utility development it is far from clear
that there would be an advantage in substituting retroactive straightline depreciation accounting for a system of reasonably generous retire
ment reserves. Dispassionate analysis might well lead to the conclusion
that the change is not justifiable unless a fair and practicable method
of effecting the transition is presented. The absence of any suggestions
for a solution of this problem seems to us to be an outstanding omission
that needs to be remedied in any revision of your report.

Yours very truly,
Walter A. Staub,

Chairman.

4 At a meeting between the committee on statistics and accounts of the
NARUC and representatives of the Institute, held on September 27, 1940. to
discuss original cost, the former, particularly Mr. Charles W. Smith, emphasized
that the Commissions were neither requiring nor permitting reaccounting. Mr.
Smith said that since the Commissions were not requiring reaccounting for plant
consumption on a depreciation basis, the utilities had no grievance in respect of
the denial to them of the right to reaccount for overhead expenses and other
allocations between capital asset and expense account. The Institute representa
tives recognized the force of these arguments. We submit that if the Commis
sions should now insist on reaccounting for property consumption on a depre
ciation basis, the utilities could not justly be denied the right to make a com
plete reaccounting in conformity with the new classifications if they should
so desire.
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